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IN THE MATTER OF THE APPLICATION OF 

INC., AN ARIZONA CORPORATION, FOR A 
DETERMINATION OF THE CURRENT FAIR 
VALUE' OF ITS UTILITY PLANT AND PROPERTY 
AND FOR INCREASES IN ITS RATES AND 
CHARGES BASED THEREON FOR UTILITY 
SERVICE BY ITS ANTHEM WATER DISTRICT, 
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ARIZONA-AMERICAN WATER COMPANY, 

The ARIZONA UTILITY INVESTORS ASSOCIATION (AUIA) hereby submits 
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7 Introduction 

its exceptions to the Recommended Opinion and Order (ROO) filed in this 
proceeding on April 26,2004 by Administrative Law Judge Teena Wolfe. 

While some jurisdictions use a forward-looking test year, Arizona insists on 
looking backward to a historical test year, which assures, among other things, that 11 

ome commissions allow tracking mechanisms to equalize weather 
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These positions form the Staff‘s ratemaking mantra and the recommended 

order in this case adopts the Staff position in virtually every respect but one. The 

Administrative Law Judge did throw the company a significant bone and for that, 

we are grateful. The ALJ agreed with the company that its test year operating 
expenses should be adjusted to reflect the fact that Citizens Communications cut 
costs to the bone during the test year, while the sale to American Water was 

7 pending. 

8 

9 

~ 10 

Incredibly, Staff insisted that the company should be required to accept 
fictional expenses for ratemaking purposes, but then, it has become holy writ for th 

Staff that if there is a choice to be made, it will militate against the utility’s ability to 

11 earn profits. 
12 

The Arizona Supreme Court, in Simms u. Round Valley Light & Power Co., 

declared that the state constitution requires the Commission to consider the value of 
a utility’s property ”at the time of the inquiry.” 80 Ariz. 145,151,294 P2nd 378,382 

(1956). In other words, the utility’s rate base should reflect the current value of the 

property that is devoted to public service, not some historic or book value. 

14 
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Commission Staff has a slavish devotion to original cost less depreciation 
19 
20 

(OCLD), which does not come close to the standard enunciated in Simms. OCLD is 

an accounting fiction that bears no relationship to the real value of the company’s 

24 base and applying the approved rate of return. Both the company and AUIA 

27 American Water. 
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then alters the calculations to produce the same revenue requirement that results 

from applying the recommended rate of return to OCLD. In other words, Staff 
never degaqts from the OCLD as its real fair value rate base. (See Exh. S-47, P. 7, 

L. 6-9; see also Tr. P. 1501, L. 19 - P. 1502, L. 24; and see Exh. A-75, P. 20, L. 17-20) 

The recommended order sanctions this sleight-of-hand. (See P. 16, L. 2-14) 

I 

The Commission should reject this finding and adopt a straightforward procedure in 

which a) it authorizes a fair value rate base that is more reflective of the real value of 
the company’s property that is devoted to public service and b) the revenue 

requirement is determined by applying the separately determined rate of return to 

11 that rate base. 

Dueling economists dominated this portion of the case, but the losers in the 

14 recommended order are the company’s investors. 

Staff‘s cost of capital witness, Joel Reiker, recommended an allowed cost of 

17 recommendation would have generated the same expressions of horror from 

19 pending Arizona Public Service Co. rate case. 

28 CAPM analysis; he personally favors CAPM over DCF but chose to average them. 
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10.5% to 11.7%. Obviously, Mr. Reiker and Dr. Zepp differed substantially in the 

inputs to their models. Suffice it to say that the ALJ sided with the Staff‘s judgment 

,At the low end of Dr. Zepp’s range, the difference between his COE estimate 
and Mr. Reiker’s is 150 basis points, reflecting a difference in the revenue 

requirement of about $900,000 after taxes. According to the company’s lead 

witness, David Stephenson, that could be the difference between some minimal 
earnings and none at all. (See Exh. A-74, P. 32,L. 2-7) 

How far is Mr. Reiker’s recommendation from real world results? When Dr. 
Zepp examined a 7-year history of the sample companies Mr. Reiker used in his 

analysis, he found this (See Exh. A-49. Tab B, Table 1): ,. I 

The average authorized return on equity (ROE) for those companies was 

The actual ROE earned by those companies was 10.35%, or 135 basis points 
. 13 10.93%, or 193 basis points above Mr. Reiker’s recommended COE. 

15 above Mr. Reiker’s recommended COE. 

17 or 200 basis points above Mr. Reiker’s recommended COE. 

Regardless of the intricacies involved in developing cost-of-equity models, 

0 

1 
recommendations that are conspicuously below market results. In this case, the 
Commission should add between 125 and 150 basis points to the Staff COE 

22 recommendation. 

30 ability to earn, or Arizona will regain its reputation of the 1980s and early 1990s as 




